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What are the forces driving US dollar strength and what is the impact on global benchmark performance in USD,
local currency, and dollar-hedged terms? The dollar smile theory may give us some clues.
According to dollar smile theory, established by Stephen Jen, former economist at the International Monetary Fund
and Morgan Stanley, dollar strength can arise from two main circumstances: when the US economy is very strong,
and when the global economy is weak. In “growth mode”, the US dollar appreciates in the case of rising US economic
growth. Conversely, a global flight to quality triggers “fear mode” where risk aversion due to geopolitical uncertainty
or weak global growth expectations has the same effect on dollar strength.
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Perspective
The recent surge in the US dollar (USD) has far-reaching and complicated impacts since the US dollar plays a
unique role in global finance as the world’s dominant foreign reserve. The dollar has been historically utilized as a
safe haven during times of heightened global risk from both economic and geopolitical tensions. Although dollar
dominance in recent decades has been on the decline, the dollar share of central banks’ foreign currency reserves
still accounts for 59% as of 31 December 2021 — more than all other foreign currencies combined. Further, an
estimated 50% of all cross-border loans and international debt securities are denominated in USD.¹
The US dollar last reached 1:1 parity with the euro in 2002, coming to convergence over a period of several years
when the euro was still in its infancy. In 2022, the accelerated path of tightening from the US Federal Reserve (Fed)
has pushed the USD 13.8% higher than the euro within a mere 9 months to September 30. The proximity of the
Russia-Ukraine conflict to European countries, rising inflation, and the slower relative hiking pace of the European
Central Bank (ECB) versus the Fed have weighed on euro performance. While higher front-end European interest
rates reflect an anticipated tighter path of monetary policy, it has not prevented the euro from flirting with USD
parity.
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Note: Yellow diamond indicates last time the Euro and US Dollar were at parity, November 2002. Source: Bloomberg. As of September 30, 2022.
Firm analysis.

First In, First Out?
The Fed was one of the first developed market central banks to begin aggressively raising rates to combat domestic
inflation woes. Dollar bulls may see this as a sign that the Fed will be able to navigate a soft landing without
sparking a recession and the US may be able to resume normal economic growth before other developed markets.
However, inflation remains stubbornly entrenched in the US economy, so the path toward a terminal rate may take
longer than expected. Mid-October inflation data told a sobering story with core CPI, which excludes food and
energy, at 6.6% from a year ago, its highest level since 1982. Annual headline CPI increased to 8.2% from a year ago,
higher by 0.1% versus expectations.
Despite stubborn inflation, the US Federal Reserve’s broad dollar index appreciated 14.62% versus advanced
economies and 10.69% versus emerging ones. The Fed’s broad dollar index expresses the value of the dollar relative
to a trade-weighted basket of 26 foreign currencies, including the euro, the Japanese yen, the British pound, the
Canadian dollar, Swedish krona, and Swiss franc. The dollar has appreciated markedly versus almost every major
currency. Remarkably, the Brazilian real and Mexican peso are the only currencies that have not seen depreciation
versus the dollar since the year began. These are idiosyncratic stories, as Brazil’s central bank responded early
and aggressively to rising inflation, tightening monetary policy ahead of the Fed. This proactive monetary policy,
alongside the success of recent fiscal reforms and stronger terms of trade, have supported Brazil’s exchange rate
despite relentless dollar appreciation elsewhere around the globe.

Foreign Exchange Rates

Source: Federal Reserve Board 2022. As of September 30, 2022.
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How has the strong dollar impacted global benchmark performance? The MSCI Europe benchmark, which
represents 15 developed equity markets has fared markedly better in local currency versus the same benchmark
denominated in USD. Looking at the currencies that make up the basket that comprises the Fed's broad dollar index,
we see similar local versus USD differences.
Benchmark

YTD Performance %
(Local Currency)

YTD Performance %
(USD)

Difference %

MSCI Europe

-17.16

-28.83

+11.67

MSCI UK

-1.30

-18.65

+17.35

MSCI Japan

-7.47

-26.38

+18.92

MSCI Sweden

-25.72

-39.40

+13.68

MSCI Switzerland

-20.08

-26.02

+5.94

MSCI Canada

-11.77

-18.89

+7.12

Source: MSCI. Firm analysis. As of September 30, 2022.

Would a currency-hedged benchmark more closely capture the local currency return? Hedged currency benchmarks
work by systematically removing the currency volatility and combining the underlying benchmark performance
with currency forward contracts, thereby hedging exchange-rate risk. As shown below, the 100% hedged to USD
versions of the local currency benchmarks preserved more of the return profile compared with local currency
versions.
Benchmark

YTD Performance %
(Local Currency)

YTD Performance %
(Hedged USD)

Difference %

MSCI Europe

-17.16

-15.84

-1.32

MSCI UK

-1.30

-0.71

-0.59

MSCI Japan

-7.47

-6.01

-1.46

MSCI Switzerland

-20.08

-18.72

-1.37

MSCI Canada

-11.77

-11.22

-0.54

Source: MSCI. Firm analysis. As of September 30, 2022.

What Now?
Our outlook anticipates that dollar strength will endure for some time. We see very few potential short-term
catalysts that could trigger a sustained decline in the value of the dollar against its major currency pairs. With
market expectations for another Fed rate hike of 75 basis points in November and market expectations of a 50 to 75
basis-point hike in December, the Fed is on a determined path to higher rates. It is also along that path than many of
its peer developed market central banks, like the ECB.
The Eurozone is staring down potential recession this winter as higher energy costs weigh heavily on the region,
which is directly exposed to the effects of Russia’s invasion of Ukraine. Eurozone inflation remains on an upward
trajectory, with annual inflation reported at 10.7% in October, up from 9.9% in September. Given the more dire
growth outlook, the ECB will struggle to outpace Fed tightening, thereby keeping interest rate differentials wide in
support of a stronger dollar.
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Disclosure
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS.
All investments involve risk, including the possible loss of principal. Certain investments have specific or unique risks. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any market environment. Past performance is no indication of future performance.
This material has been provided for informational purposes only and should not be construed as investment advice or a recommendation of any
particular investment product, strategy, investment manager or account arrangement, and should not serve as a primary basis for investment
decisions. Prospective investors should consult a legal, tax or financial professional in order to determine whether any investment product, strategy or
service is appropriate for their particular circumstances. This document may not be used for the purpose of an offer or solicitation in any jurisdiction
or in any circumstances in which such offer or solicitation is unlawful or not authorized. Views expressed are those of the author stated and do not
reflect views of other managers or the firm overall. Views are current as of the date of this publication and subject to change. This information may
contain projections or other forward-looking statements regarding future events, targets or expectations, and is only current as of the date indicated.
There is no assurance that such events or expectations will be achieved, and actual results may be significantly different from that shown here. The
information is based on current market conditions, which will fluctuate and may be superseded by subsequent market events or for other reasons.
References to specific securities, asset classes and financial markets are for illustrative purposes only and are not intended to be, and should not be,
interpreted as recommendations. Charts are provided for illustrative purposes and are not indicative of the past or future performance of any BNY
Mellon product. Some information contained herein has been obtained from third party sources that are believed to be reliable, but the information
has not been independently verified. No part of this material may be reproduced in any form, or referred to in any other publication, without express
written permission.
Indices referred to herein are used for comparative and informational purposes only and have been selected because they are generally considered
to be representative of certain markets. Comparisons to indices as benchmarks have limitations because indices have volatility and other material
characteristics that may differ from the portfolio, investment or hedge to which they are compared. The providers of the indices referred to herein are
not affiliated with Mellon Investments Corporation (MIC), do not endorse, sponsor, sell or promote the investment strategies or products mentioned
herein and they make no representation regarding the advisability of investing in the products and strategies described herein.
Recent market risks include pandemic risks related to COVID-19. The effects of COVID-19 have contributed to increased volatility in global markets
and will likely affect certain countries, companies, industries and market sectors more dramatically than others.
CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA Institute.
BNY Mellon Investment Management is one of the world’s leading investment management organizations encompassing BNY Mellon’s affiliated
investment management firms and global distribution companies. BNY Mellon is the corporate brand of The Bank of New York Mellon Corporation
and may also be used as a generic term to reference the Corporation as a whole or its various subsidiaries generally.
Mellon Investments Corporation (MIC) is a registered investment adviser and subsidiary of The Bank of New York Mellon Corporation (BNY Mellon).
MIC is composed of two divisions: Mellon, which specializes in index management, and Dreyfus, which specializes in cash management and short
duration strategies. Dreyfus is also a division of BNY Mellon Investment Adviser, Inc. (BNYMIA), a registered investment adviser.
Personnel of certain of our BNY Mellon affiliates may act as: (i) registered representatives of BNY Mellon Securities Corporation (in its capacity as a
registered broker-dealer) to offer securities and certain bank-maintained collective investment funds, (ii) officers of The Bank of New York Mellon (a
New York chartered bank) to offer bank-maintained collective investment funds, and (iii) Associated Persons of BNY Mellon Securities Corporation
(in its capacity as a registered investment adviser) to offer separately managed accounts managed by BNY Mellon Investment Management firms.
For more market perspectives and insights from our teams, please visit www.mellon.com.
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